banker

September 2009

Preparing for CRE Examinations

What do you need to do to prepare for a CRE
examination?

Effectively managing concentrations of credit that carry high risk can be the key to preparing for your next e

%nd having a stronger position to survive this banking crisis. Three simple steps will prepare you for your

xamination and set you on the path to a healthier CRE portfolio.

Step 1 ... Classify your portfolidal. Your institutiones exact limits wiknow your borrowersethcial po-
The “rst step is to break down tthepend on risk tolerance and acsgisss, especially their other liabilities.
CRE portfolio into meaningfub capital. If debt service coverage ratios decline,
categories for your institution Step 2 ... Know the value of yoyiou may have to ask for out-of-pocket
Some suggestions include geogragldings.The second step is to revipayments. Even if borrowers are mak-
industry, property types and singlgpraisals on major credits befordrigeout-of-pocket payments, and the
borrower or relationship statiexamination. The appraisal reglokm is technically performing, the asset
Property types can be traditiorign is fairly straightforward, but amay be classd risky unless you can
general categories, such as leals@ous and material change in madtketonstrate the long-term capacity for
commercial ofe, or more speci* conditionsZ triggers new appraisakh@opayments to continue.
categories, such as food serviesxisting loan. Since economic indiséep 3 ... Stress test CRE port-
The key is to group properties toys remain largely negative, everyfobas. Finally, stress test your loans
common characteristics. loan should have a new appraisalnd portfolio. When interest rates
For many banks, the retail sectdowever, senior regulators hastart to creep upward, perform a stress
presents unique issues. Bankruppibsicly stated that examiners et using an increase in interest rates.
of national chains, such as Circuit @ie into consideration the signi* Since many businesses are shuttering,
and Linens n Things, have brougbikigense of new appraisals. Witlpauform a stress test using a higher
light the inherent risk of Big Box retailew appraisal, you would be smacancy factor and lower net operat-
A recognized big name in a shopfarsgrutinize the collateral thorouginlg incomes. See what effect this has
center can be a draw for other tenasitsg updated rent rolls, obtainioig the collateral value. If the loan
in good times, but it can be troublaémv lease rates and knowing upg@aturity is looming, you may have a
a downturn, since few businessesaréease expirations. loan-to-value in danger of exceeding
interested in a 60,000 square-fodf you have a recent appraisal, engoue institutiones lending policy.
building. You should also be awtrat a realistic capitalization rate wase information derived from the
of whether smaller businesses hevexl. Rates have edged upwardparttblio test should be used in the loan
clauses in their leases with the optioge from 8 to 9 percent. Senior régstareserve methodology as well as
to terminate or reduce rent if a mjm have stated publicly that examicgpital and budget-planning processes.
tenant vacates. will not dictate the rates, but youe\kile no amount of preparation can
Although owner-occupied loarsked to recalculate the value witpkace loans already on the books, the
are excluded from the 2006 CRigher rate if they determine you usenle you understand your portfolio,
exam guidance, regulators have statethrealistic cap rate. the better decisions you can make to
publicly that they are seeing spillovaust as you should know the valmengthen it in the fut(jg}.
from slowdowns in development arfdour holdings, know the value «f
construction into the retail sectaur borrowers. Obtain current tax
Manage these loans as carefullgtasns and financial statements on
any other CRE loan. the principals and guarantors. Revizw
After you stratify the portfolio, stx returns, especially Schedule Iz, ¢
maximum threshold levels by doksure that all entities are accourix ¢
amount and percentage of Tier 1 &@pi the hancial statements.
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